July 20, 2001

To: Members, Committee on Energy and Natural Resources
From: Jeff Bingaman, Chairman

Subject: White Paper on Electricity Legidation

Summary

Thereare many lessons that can be drawn from the recent and continuing dectricity criss
in Cdifornia and the West. The clearest one is that the market inditutions that have
developed are not adequate to the task. If we areto relieve the current problemsin that
regionand prevent thar appearanceinother regionsit is essential that the structural defects
in the market be cured.

The Federd Energy Regulatory Commission (FERC) and sate regulators currently have
some tools to reieve these problems. Many of the structural defects in the market,
however, are ether beyond the jurisdiction of either FERC or state regulators, or are
intractable for other reasons, both political and economic.

Congress has a clear duty to address this Stuation as part of comprehensive energy
legidation. Our task must beto look at the economic foundations upon which thisindustry
isbased, to review the market inditutions that are developing, and to assessthe adequacy
of the legd and regulatory inditutions that are in place to ensure that these markets function
properly.  Such an assessment must lead to a legidative solution that will match the
regulatory structure to the market ingtitutions that they are intended to govern and give
adequate authority to resolve market defects, without interfering unduly inthose markets.
This Committee haslaid the foundationfor muchof thiswork inprevious Congresses. We
must now move forward with a legidative solution. To leave dectricity legidation for
another day would be to ensure that the problems faced now inthe West will be replicated
across the country.

The business of supplying eectricity has changed. So must the regulatory and lega
framework withinwhichit operates now change. Those changes must reflect the redities
of the market. In order to understand how laws regulating e ectricity should be changed,
it is necessary to understand why the system worked the way that it did, and what has
changed to make it necessary to change the laws governing that system.
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This paper contains a short summary of the history of theindustry and its legd structure,
adiscussionof the developmentsthat necessitate the change of that lega structure, and an
outline of the dementsthat | believe are essentia to alegidative solutionfor dectricity that
isin the broad nationd interest.

| plan to use thisoutline as a framework for my questionsin our ectricity hearings next
week. | encourage you to provide me with your thoughts and suggestions on this outline
and any other dements of dectricity legidation that you beieve should be treated in the
comprehensive energy legidation we are about to mark up.

A Brief History

Electricity has been supplied in the U.S. by regulated monopolies for nearly a century.
Verticdly integrated utilities, with state-granted monopoly franchises, have sold ectricity
that they generated, over wires that they own, to customers to whom they have the
exdusveright tosdl. Thelegd sructure for regulation of thisindustry hasbeen based on
this framework, both at the federa and the Sate levels.

The reason that the normd pattern of busness—customer choice in a compstitive
market—has not been followed in the dectric indudtry is because withthe technol ogiesthat
have been available, a monopoly could sdl power more chegply and efficiently than a
multiplicity of competitors.

Samud Insull, Thomas Edison’ s persond secretary and founder of CommonweathEdison
in Chicago, developed some basic understandings at the beginning of the last century that
set the mald for the sale of dectricity. The multiplicity of suppliers in Chicago meant
duplication of facilities that raised costs. Many suppliers, with separate setsof distribution
wires, and separate small generators could not take advantage of the economies of scale
that would result from dlowing asingle sdler to servethe city. Insull convinced the city’s
leaders to grant imamonopoly to sl power. Inreturn hewould serveal cusomersand
dlow the city to set hisrates, aslong as they assured him of a reasonable return on his
investment.

Thus was born the regulatory compact that became the pattern for electric companies
throughout the United States. States and cities granted monopoly franchises. Utilities
developed their own generationresources, built distributionsystems and sold eectricity to
their customers under these exdusive franchise rights. States developed public utility
commissions to regul ate rates.

Inthe 1920s, this systembeganto get out of control. Large holding companiesthat owned
many utiliies developed. The regulatory systems developed to control the eectric
monopolies were soon unable to functionadequately. Since corporate structures were so
complicated, and holding companies operayed in many dates, local or Sate public utility
commissons were unable to keep track of revenues, which could be shifted from one
company to another, or to a parent holding company in another state.



White Paper on Electricity Legidation Page 3

To further complicate matters, it became clear that states did not have jurisdiction to
control wholesale dectricity transactions across state lines. The Supreme Court, in a case
involving the sales from a Rhode Idand utility to Attleboro Steam and Electric Company
in Massachusetts, ruled that states could not regulate interstate sales of dectricity.

Abuses in the ectric industry were rampant.  Assets were shifted from state to date.
Saes were unregulated. Stockswere peddled from door to door. A complex and mostly
unseengructure of financing was funding the whole tottering structure.  Retail customers,
snce they were captive customers of the franchise monopolies, had no protection from
these abuses.

Whenthe Roosevelt adminigtrationcame to power in 1933, among itsfird initiativeswere
responses to the abuses that had created the eectricity debacle. 1n 1935, legidation was
sgned into law that was aimed at these problems. The Public Utilities Act of 1935 had
two titles, the Public Utility Holding Company Act (PUHCA) and the Federal Power Act.
The former wasintended to deal with corporate structure abuses and the latter to regulate
transactions in interstate commerce.

PUHCA broke up the industry into manageable chunks and focused it on its core
business--the provison of monopoly dectricity service--by requiring utilities either to
operate primarily in a Sngle state or to be regulated stringently at the federd leve by the
Securities and Exchange Commission (SEC). Utilities were also forbidden to engage in
bus nesses that were not directly related to their monopoly eectric service without explicit
approvd by the SEC. The sprawling empires of interconnected corporations owning
electric utiliieswere brokenup. Companieswere required to choose between their other
businesses and the dectric industry.

The Federal Power Act gave the Federal Power Commission authority to regulate
transmisson of dectricity in interstate commerce, wholesdle rates for electricity,
dispositions of utility assets—rimarily mergers—and certification of hydro-electric fadilities
Government owned fadilities were not subject to regulaion. The Commisson was
explicitly denied jurisdiction over generation facilities and over distribution in intrastate
commerce,

With the passage of the Public Utilities Act, the framework for the sde of dectricity was
set. Regulated monopolies sold dectricity to captive customers and were protected from
monopoly abuse by an overlgpping framework of regulationat the state and federal levels.
Rates for dectricity, both at the State leve for retall sdes and at the federal level for
wholesde sales, were set by regulators and based on the costs to the utilities to build,
maintain and operate generation, distribution and transmission facilities plus areasonable
returnoninvestment. Astechnological developmentsfurthered the economiesof scaleand
scope on which this indugtry’ s efficiency depended, dectric rates fdl. In fact, electric
rates, in red dollar terms, declined from the turn of the century until the late 1960s.
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In the late 1960s and early 1970s, however, things began to change. Utilities, which had
seen steady rapid growth of demand throughout the first hdf of the century, built for a
continuation of thet level of demand growth. Plants grew larger and larger. Itiscertain
that the ail crigs of the early seventiesforced fue pricesup, causng reductions in demand.
Reduced demand Ieft utilitieswithexcess capacity. Customers had to pay for that excess.
For the firg timeinhistory, eectricity pricesbeganto rise. Many public utility commissions
would not alow utilities to recover the cost of building excess capacity from their
consumers.

At about thistime, technol ogical devel opments began to change the underlying economics
of the utility monopoly structure.  The economies of scale and scope that had lead to the
creation of utility monopolies began to change. Before thistime large central stationcoal
plantswere the most efficient way to produce eectricity. Natural gasgenerators had been
expensve and inefficient. Devel opment of new combustion turbinesthat burned natura gas
far more efficiently and at the same time were far lessexpengve to build meant that smdll
gas plants could compete with large cod plants. Technologies of transmissonmeant that
electricity could be shipped for far greater distances than in the past. New switching
technol ogies and computerization of the control systems meant that regiond transmission
grids were possible.

Thefirst legidative response to these technologica and economic changeswasthe Public
Utility Regulatory Policies Act of 1978 (PURPA). That law created the first non-utility
generators. In order to encourage aternative generation resources, such aswind, solar,
biomass and cogeneration, PURPA freed these types of generators from the retrictions
of PUHCA and required utilities to buy electricity from them at rates equal to the cost
avoided for the congtruction of new facilities, as determined by State regulators.

The result was afairly gradual change in the way new resources were acquired. Fromthe
middle of the 1980s through the middle of the 1990s, over half of the new generation that
came on linein the U.S. was from these non-utility generators. The wholesale dectricity
business was no longer the exclusive province of utility monopolies.

In 1992, Congress, seeing the success of the non-monopoly generation sector, changed
the law to further dlow development of acompetitive wholesde eectricity industry. The
Energy Policy Act of 1992 (EPACT) exempted generators who sold exclusively at
wholesde from PUHCA. It adsogave FERC (the successor organization to the Federa
Power Commission) the authority to require utilitiesto alow their competitors to use their
transmission linesto sdl ectricity. For thefirst time ever, wholesale buyers of dectricity
could shop fredly.

Recent Developments

Changes since the passage of EPACT have been rgpid and dramétic. Today utilities no
longer build generationfor ther salesto their retail customers, but buy those suppliesfrom
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the wholesale market. Some states have removed the redtrictions that require retail
monopoalies, and alowther customersto pick ther own generationsuppliers. Other states
have begun the process that will lead to dependence on competitive retail markets.
Supplies of dectricity depend to a greater degree than ever before on regiona market
inditutions. Virtudly al wholesde dectric rates are based on the market, and not on cost
of service.

The FERC has implemented the changes in the law primarily through two major rules,
Order No. 888 and Order No. 2000. Both orders dedl with the transmissonsystemand
its uses for competitive sales of dectricity. Order No. 888, issued in 1996, requires al
jurisdictiona owners of transmissionto file tariffs sating the rates, terms and conditions for
use of ther transmisson systems by others buyers and sdlers. Those rates, terms and
conditions must be comparable to those that the utility givesto itsdlf and its effiliates This
order dso encourages the deveopment of independent system operators of the
transmissonsystem. Order No. 2000 extended this encouragement. Thisorder required
al juridictiond utilitiesto file proposas to turn control of their transmissonfecilitiesover
to independent regional transmiss onorganizations (RTOs) or to explainwhy they were not
doing so by January of 2001.

All utilities have complied, but not al proposas have been found to be acceptable to the
Commisson. FERC has issued orders in many of the filings, elther giving conditiona
gpprova, or rgecting the filings as not meeting the characteristic and functions of the
Order.

Thethrust of these orders comesfromthe Commission’ sunderstanding that a competitive
market that will produce just and reasonable rates for eectricity cannot exist until the
essentid fadlities for trade in eectricity, i.e., the transmission system, is operated and
controlled on aregiona basis, and by entities who have no vested interest in outcomesin
the generation market and so have no incentive to manipulate the use of the transmisson
system for the benefit of their generation affiliates.

The trangtion to a competitive industry is well under way. However, not al has been
smooth. The last few years have seen severe price spikes in the Midwest and South.
Thereis a clear and pressing criss in prices and supply in the West and particularly in
Cdifornia The North American Electric Reliability Council reports that there may be
problems withpricesand supply inNew Y ork, New England and the Central South. They
aso report that there are serious transmisson congdraints that may threeten religbility and
supply inthe West and the Centra South. Theinditutions on which the country now relies
for ddivery of affordable, dependable dectricity service are showing the strain of adapting
to the new market circumstances.

A Legidative Proposal for the Committee on Energy and Natural Resour ces
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To meet the chdlenges of the new redlities of dectricity markets, Congress must make
some important legidative changes. A balanced and comprehensive, rather than a
piecemed, solutionisimperative. Thesechangesthat | believe are needed can be grouped

under five primary headings 1. Transmission Jurisdiction; 2. Reliability; 3. Rates and

Market Power; 4. Regiond Planning and Siting; 5. Market Transparency Rules. These
provisons should be complemented by appropriate changes to the tax code to dlow a
trangtion to amodern transmission grid.

1. Transmisson Jurisdiction

Congressshould dlarify that FERC has jurisdictionover dl transmisson, whether bundled
or unbundled. Once jurisdiction has been darified, the Commission can use its exigting
legd authority determinewhichfacilitiesare transmissionininterstate commerce and which
are didribution facilities and thus state jurisdictiond.

FERC jurisdiction should be extended to public, cooperative and federd utilities Such
jurisdiction should not extend to setting transmission rates for these entities, but should
require that rates set by these tranamitting utilities should be comparable to those that the
public power utilities charge to themsdves.

Legidation should afirm FERC' s authority to order utilitiesto join regiona transmisson
organizations.

Interconnection rules should be darified inorder to ensurethat new sources of generation
are able to interconnect to the transmission system.

2. Rdiability

Legidation should authorize a system for assuring the rdiability of the grid that is
mandatory, that requires sanctions and pendlties for falure to comply with the rules that
ingitutions for that purpose develop, and that is subject to federa oversight.

3. Rates and Market Power

Legidation should require the FERC to promote competitive markets.

Legidation could require FERC to, where markets are depended on to set rates, ensure
that those markets are workably compstitive. A dightly more prescriptive formulation
could authorize the Commission to alow market-based rates for transactions that are
entered into fredy by participantsin aworkably competitive market, or rates that result
from market ingtitutions such aspower exchangesor other bid mechanisms. Where such
workably competitive markets do not exist, the Commission should take such actions as
are otherwise consistent with its authority that it deems necessary to foster competition.
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All slersinto suchmarkets should bedearly subject to market rulesand market mitigation
measures ordered by the Commission. It should be made clear that normd transactions,
not into market-based-rate setting inditutions, by public power entities should continue to
be non-jurisdictiond.

Legidation should dso darify that the Commission may take into account in assuring just
and reasonable market-based rates the effect of demand response mechanisms on those
rates.

4. Reniond Planning and Siting

A nationd transmission grid is a necessity, but cannot occur without a new approach to
transmissonplanning, expansion, and gting. Federal eminent domain, by itsdf, isnot likely
to lead to an effective gpproach to meeting this need. What is needed is to use federa
eminent domain as a backstop to a more cooperative, regionally based approach to
trangmisson and Siting issues.

Legidationshould authorize regiond regulatory compacts that are charged withexercisng
juridiction over transmission planning, expanson and gting.  In this context, it would be
necessary to grant FERC dgting authority, but adlow it to cede such authority to
appropriately condtituted regiond entities.

A moreextensve authority for regiond entities would be to alow suchbodiesto exercise
dl or some jurisdictionprevioudy exercised by states, but that, by reason of the regiondity
of markets, would beindanger of being preempted by the FERC. Such other authorities
might include jurisdiction over regiond reserve requirements, maintenance requirements
and market monitoring functions.

PUHCA protections should be replaced by giving FERC jurisdiction over mergers of
holding companies that own utilities and over acquisitions of generation assets.
5. Market Transparency Rules

Legidation must ensure trangparent information on market transactions and should grant
clear authority to the Energy Information Administration and the FERC to collect and
publish gppropriate data, while protecting proprietary information.

Other Provisions
A baanced and comprehensive legidative solution should dso:
. Repead PUHCA, but only if FERC is givenenhanced authority to address market

power problems, and both FERC and the states are given greater access to the
books and records of holding companiesto prevent affiliate abuses.
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Repeal PURPA’ smandatory purchase requirements, but only if it isreplaced with
provisons thet remove disincentives for renewables or make their place in the
market lesssure. Such provisons should include darificationof energy imbalance
rules for intermittent generation; interconnection rules for ditributed generation;
interconnection rules for combined heat and power facilities; and standards to
accommodate net metering of renewable resources. Legidationmust asodeveop
a market incentive dructure to encourage the development of renewable
resources.

Require that sdllers of dectricity provide adequate information to customers to
dlow them to make reasonable choices, induding information about prices,
dternatives, and environmenta characterigtics of the generationbeing sold, to the
extent practicable. The Federal Trade Commission should aso be directed to
develop rulesto prevent such unfar trade practices as damming and cramming,
and ingppropriate disclosure of consumer information.

Provide for the continuation of programs that traditionally have been borne by
utilitiesthrough a Public Benefits Fund. The fund should provide support for such
programs as low income assstance, research and development, eficiency and

conservation investment, renewable resource investment, universal service, and

other public good programs that are being left behind by the transition to a
competitive industry.

Tax Provisons

Certain provisons of the tax code create a disncentive for participants in the market to
engagein certain of the structural changes that are necessary. These provisons should be
repedled. The tax code should be amended to alow utilitiesto spin transmissionassets off
into separate corporations and to remove tax restrictions on participation by public power
utilities and cooperative utilities. While such provisons are not jurisdictiond to this
Committee, they represent an essentia component of a functiona dectricity policy and
should be pursued through the committees of jurisdiction.



